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INTERNATIONAL TRADE UNDER DEPRECI- 
ATED PAPER. A CONTRIBUTION TO 
THEORY 

SUMMARY 

I. An assumed case of large foreign borrowing by a paper money 
country, 381. — Consequences on the rates of foreign exchange, 382. — 
A digression: present conditions in Germany and Europe abnormal, 
and little pertinent to this discussion, 384 — Effects under ordinary 
conditions on the prices of exported and imported goods, 386. — A 
transition stage; is there a bounty on exports? 388. — II. Ultimate 
effects, as they would be if both countries were on the gold basis, 391. — 
In what way, in such case, international lending may lead directly to 
increased exports of merchandise, 392. — But increased exports are 
usually the indirect consequence of gold movements, 394 — Resulting 
changes in relative wages and prices, 395. — No such mechanism, how- 
ever, in case of depreciated paper, 396. — An analogous result, yet a 
different one, through the movement of goods, 397. — III Difficulty of 
verifying this analysis through inductive inquiry, 400 — Partial veri- 
fication of a confirmatory character not impossible, 402. 

The usual statement of the theory of international 
trade and of the foreign exchanges assumes that the 
same metal — gold, — is the basis of the circulating 
medium in the trading countries, and moves freely from 
one to another. The quotations of foreign exchange 
range between the narrow limits of the gold points. A 
comparatively slight disturbance of international pay- 
ments leads to a flow of specie, and sets in motion a 
train of forces, either in the money market in the nar- 
rower sense or in the general pricemarket, which tend to 
check the flow of specie and bring about a new equi- 
librium. It is obvious, however, that this machinery 
cannot operate under dislocated exchanges, where the 
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monetary systems of the trading countries do not rest 
on the same basis. The mechanism is necessarily dif- 
ferent. Then the transactions between countries are 
affected by fluctuations in foreign exchange much 
greater, as well as more rapid, than can take place where 
all are on the gold standard; the compensating influence 
of gold shipments is lacking. 

Much as has been written upon this subject, especially 
in connection with the changes in the price of silver and 
the consequent fluctuations in exchange between gold- 
using and silver-using countries, the theoretic aspects 
of the problem have not been exhausted. More par- 
ticularly the course of "international values" has 
received scant attention; meaning by that term not the 
foreign exchanges, but the eventual outcome in the 
barter of commodities for commodities between nations, 
and so in the gains ultimately secured from international 
trade. The present paper deals not only with the mode 
in which the mechanism functions under the quasi- 
abnormal conditions, but also with the ultimate con- 
sequences on international barter under these same 
conditions. 



For the purpose of analyzing and illustrating the 
principles involved, resort may be made to the familiar 
method of hypothetical isolation of causes. Let it be 
assumed that there are two countries, Great Britain 
and the United States, one of them under a gold stand- 
ard, the other having inconvertible paper currency. 
This, of course, was in fact the situation during the 
period from 1862 to 1879. Let it be assumed further 
that at the outset foreign trade between the two coun- 
tries is simple and is at equilibrium — that there are 
merchandise transactions only, and that the specie 
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value of the imports balances the specie value of the 
exports. It is a natural and probably necessary part of 
this general assumption to suppose also that the specie 
premium in the United States conforms to, and is indic- 
ative of, the real depreciation of the paper — that is, 
the advance of general prices above the level at which 
they would be under a gold standard. Such is tolerably 
certain to be the case when things have settled down; 
then the specie premium conforms to the price level; 
and, as is proper in this sort of inquiry, we start our 
hypothetical analysis with a settled state. 

Suppose now that a new factor enters into the trade 
between the two countries. Let it be heavy borrowing 
by the United States — what is called an export of 
capital from Great Britain. Sundry individuals or cor- 
porations in New York borrow heavily in London and 
are entitled to receive funds from London. "What will 
be the consequences upon the foreign exchanges and the 
course of international trade ? 

The first result will be a larger offering of bills on 
London in the New York foreign exchange market. 
This is the necessary consequence if the tenor of the 
particular transactions, or of any part of them, is such 
that the New York borrowers are given the right to draw 
upon the London lenders and therefore have sterling 
exchange to sell in New York. It is conceivable, of 
course, that the tenor of all the transactions should run 
the other \tfay; that the London lenders should engage 
to transmit to New York, and that the first step in the 
series would be taken in the London market alone. 
Then all the London lenders would appear in that 
market as demanders of New York exchange. The effect 
of the two sorts of transactions, of course, soon becomes 
almost identically the same. 1 For the purposes of the 

1 As a matter of fact the transactions between London and New York usually take 
place in the way first mentioned, that is, in the New York market for sterling exchange 
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present discussion the simplest mode of dealing with 
the problems is to suppose that half the transactions 
take place in the one way and half of them in the other. 
One-half then result in a demand in London for New 
York exchange in greater quantity than before; the 
other half result in the offer of sterling exchange in New 
York in greater quantity than before. 

Sterling exchange consequently goes down in price in 
New York. More bills are offered ; by supposition there 
is nothing to change the conditions of demand; sterling 
exchange must fall. But sterling exchange runs parallel 
to the specie premium and indeed may be the sole indi- 
cation of the existence of a premium. It means the same 
thing as command over gold. Not identically the same 
thing, of course. Sterling exchange is not equivalent to 
an immediate supply of gold, deliverable at once; it 
means a supply available for delivery within a fortnight 
or so. 1 There may be the same divergence between 
sterling exchange and the gold premium which there 
may be under normal conditions between sterling 
exchange and gold parity. This cause of divergence, 
presumably of slight quantitative importance as com- 
pared with the gold premium, may be neglected for the 
purpose of the present inquiry. Substantially, sterling 
exchange means gold, and a fall in sterling exchange 
means a fall in the specie premium. 

This consonance between foreign exchange and the 
specie premium, it need hardly be remarked, appears 
with exactness only under normal commercial and 
financial conditions. It is not to be looked for when 
imports and exports take place irregularly and uncer- 
tainly, and when the flow of specie from country to 
country is interrupted. Under such conditions, for 

1 The period was at least a month before the permanent establishment of cable 
communication. 
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example, as have existed in Germany during the last 
year or two (1915-16), it would be unwarranted to use 
foreign (gold) exchange as a certain indication of gold 
premium and paper depreciation. True, Germany, like 
most of the warring countries, is on a paper basis. 
Under ordinary conditions, in a paper-using country, 
exchange on a gold standard country means a command 
of gold at an early date and with insignificant trans- 
portation expense. But obviously this is not the case 
with Germany at the present time. The interruption of 
trade is so complete that in Berlin exchange on the 
United States, for example, means a very uncertain 
command over gold. The same is true, tho with a less 
degree of uncertainty, of Scandinavian and Swiss ex- 
change. And the situation is similar as regards mark 
exchange in New York. Under normal conditions of 
international trade the holder of a bill on Berlin would 
have the option of sending his bill to Germany, buying 
German goods, and bringing the German goods to New 
York for sale. His bill would be convertible not indeed 
into German gold, but into German goods, and its value 
in New York would depend upon the prices at which he 
could buy goods in Berlin and sell them in New York — 
in other words, on the price levels in the two countries. 
But nothing of this sort is to be predicated under exist- 
ing conditions. Goods cannot move from Germany to 
the important gold-using countries, just as gold cannot 
move from these countries to Germany. Foreign ex- 
change in Germany is not now subject to the steadying 
influence of the ordinary operations of international 
trade. 

Hence the present situation in Germany differs radi- 
cally from that of the United States during the paper 
money period, or of Chile at the present time. With a 
free market for gold and for commodities, we may 
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assume confidently an almost exact parallelism between 
foreign exchange and the price of gold, Indeed it is 
immaterial whether the, paper price of gold be quoted 
directly at all — as it was, for example, in the New York 
gold room from 1862 to 1879. The quotations of foreign 
exchange tell the tale; they register the depreciation of 
the paper in terms of gold. Under such conditions as 
now prevail in Germany, on the other hand, foreign 
exchange is by no means a certain gauge of depreciation 
even in terms of gold. There is, of course, no quoted 
price of gold; public sentiment and legal prohibition are 
both potent to prevent any one from overtly selling 
gold for paper at a premium. But even if this were 
done, the gold premium might readily show a marked 
divergence from the quotations of foreign exchange. A 
paper money regime is perhaps to be described in any 
case as abnormal, in the sense that it brings unusual 
forces to bear on foreign exchange and international 
trade; but such a situation as now obtains in Germany 
may be characterized as abnormally abnormal, in that 
the entire mechanism of trade between nations has 
broken down. 

Other countries of the Continent — Austria, Italy, 
Russia — are in a similar situation; Germany simply 
offers the most conspicuous example. In France 
foreign trade doubtless is not so radically different from 
that of peace, yet is far from normal. Even in Great 
Britain, tho specie payments are not overtly suspended, 
the movement of merchandise, and of gold and the 
course of foreign exchange, are by no means those of a 
free market. 

This, however, has been digression. We are con- 
cerned here with the comparatively simple case of paper 
money and distorted foreign exchange under a con- 
tinuance of peaceful and regular international dealings. 
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The main thread of the argument may be resumed: 
what is the effect of borrowing operations, not only on 
foreign exchanges and the specie premium, but on 
imports, exports, the course of prices in the trading 
countries ? 

A fall in sterling exchange in New York, and a cor- 
responding fall in the specie premium, mean a fall, next, 
of the prices of exported commodities — that is, of 
their paper prices. These commodities depend upon 
the foreign market, where they are sold in gold. The 
gold prices are translated into the current paper prices 
— the effective yield to the American sellers — through 
foreign exchange and the specie premium. A decline in 
the gold premium means a fall in the current paper 
prices of exports. The same circumstance obviously 
affects the imports in precisely the opposite way. Sterl- 
ing exchange is cheaper, and imports are more easily 
paid for. The tendency of the chain of operation is to 
make exports from the United States less profitable than 
before and imports into the United State more profitable. 

Further, the proximate effect is that the specie 
premium falls as compared with the general price level. 
In the stage of stable equilibrium which we assume to 
exist at the outset, the specie premium is in accord with 
the real depreciation of the currency. It is now less; 
the price of gold is lower as compared with the general 
enhancement of prices. And the same is true of the 
prices of exported commodities. They are no longer 
raised in price by the inflated currency conditions to the 
same extent as commodities in general. Tho higher in 
price because of the paper money r6gime, they are not 
higher in price to the same degree as commodities in 
general. Relatively, their prices are lowered. 

A distinction must be made (and borne in mind) 
between two different sets of circumstances or factors, 
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which affect the specie premium and the foreign ex- 
changes in different ways. They may be designated for 
convenience as "extraneous" and "inherent." "Ex- 
traneous " circumstances are those which have their 
origin outside the ordinary merchandise transactions of 
international trade; international borrowing, for ex- 
ample. These cause fluctuations — a rise or fall, as the 
case may be — in foreign exchange and in the premium, 
and merchandise movements are affected as a result of 
the fluctuations. But these merchandise movements 
may fluctuate from " inherent " circumstances, and the 
fluctuations then act as causes affecting the premium and 
the exchanges. Suppose, as an example of this second 
situation, an unusually large crop of American wheat 
and consequent large sales of wheat for export. Sterling 
exchange is offered in greater quantity than before, and 
declines; the specie premium also declines. Other 
exports of merchandise (e. g., of wheat) are of course 
depressed and checked. But wheat may be a dominant 
article of export, and its export sales may be so large as 
to be the cause of a marked decline in exchange. 

An " inherent " factor may act either to reenforce an 
" extraneous " one, or to neutralize it. There may be 
large offerings of sterling exchange by American bor- 
rowers at the same time that American wheat exporters 
are selling their wheat bills. Or on the other hand there 
may be a scant wheat crop and therefore an unusually 
small offering of wheat bills in the foreign exchange 
market, while the deficiency is yet made up by the bills 
of American borrowers. Then exchange (with the specie 
premium) will move on an even keel. In the present 
discussion it is the extraneous circumstances that we are 
considering: not in what way variations in merchandise 
imports and exports will affect foreign exchanges, but 
in what way other than merchandise transactions will 
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affect it, and then will exert an ulterior influence on the 
merchandise movements themselves. And, to repeat, 
we are isolating these extraneous causes, endeavoring to 
ascertain what effects they will have if allowed to 
operate undisturbed. 

The converse set of shifts to those described above 
appears, of course, in London. Recalling our supposi- 
tion that half the transactions take place through re- 
mittances which London lenders make to New York 
borrowers, we find in London a greater demand for New 
York exchange than there was before. New York ex- 
change rises. The British exporters — those who have 
sold goods to American buyers and who have exchange 
on New York to sell — get more for their bills. On the 
other hand, those Englishmen who have made mer- 
chandise purchases in New York and who by the terms 
of the transactions are called upon to make remittances 
to New York, must pay more for their bills; they are 
in the same situation as the lenders themselves, who 
have also to make remittances to New York. British 
exporters to the United States find business more 
profitable than before; whereas those in Britain who 
are importing from the United States find business less 
profitable than before. 

Thus there develops a stage which is indeed, as will 
appear presently, only a transition stage yet may last 
for a considerable period. During its continuance 
exporting industries in the United States are dis- 
couraged, and importing operations are encouraged. In 
Great Britain imports are discouraged, exporting trades 
flourish. There arises a bounty, as it has been called, 
upon exports from Great Britain to the United States, 
and a burden on exports from the United States to 
Great Britain. The handicap in both countries is 
greater than it could possibly be under a specie system. 
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It is the consequence of the fall in the price of gold in the 
United States — its fall relatively to commodity prices. 
I say relatively, for it is quite conceivable that the 
specie premium in fact should rise, if during the same 
period the issues of paper money happened to be swell- 
ing so that all prices should be on the upgrade. But 
under the supposed changes in international payments, 
the specie premium, even tho it should rise, would rise 
less than general prices, and would be less than the real 
depreciation of the paper. And if by chance the paper 
issues happened to be shrinking, and if the general drift 
were a lowering of prices, the specie premium not only 
would fall, but would fall more than the general price 
level. 

It will be observed that a " bounty " on exports from 
Great Britain is here supposed to ensue; a bounty, that 
is, on exports from the gold standard country. In many 
discussions of the problems of dislocated exchanges, 
whether in relation to silver-using or paper-using coun- 
tries, it is supposed that the bounty is always on the 
exports from the silver or paper countries and operates 
always to stimulate shipments of goods from them to the 
gold standard countries. There is no logical ground for 
any such general statement. The influence on com- 
modity movements in any event is a transitional one; 
it is due to the divergence between general prices on the 
one hand, and the price of foreign exchange and gold on 
the other. And during the time for which the diver- 
gence lasts — very likely a considerable time — it may 
run either way, and may stimulate or depress exports. 
It operates to promote exports from the country which 
has payments to make. 

Some of the confusion or misapprehension on this 
subject arises from a confusing use of the terms " credi- 
tor " and " debtor " countries. A lending country is 
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supposed to be also a creditor country, in the sense that 
it has a balance to receive, a balance of remittances to 
be made to it. As a matter of fact, a lending country 
may be in just the opposite situation. Indeed, the 
proximate effect of lending obviously is that the lenders 
have remittances to make to the borrowers. The 
" creditor " country becomes, in the first instance, a 
debtor in the international account. Only in the long 
run does it become a creditor in the sense of having a 
balance of remittances to receive — after a prolonged 
period of lending and an accumulation of interest pay- 
ments on consecutive and continued loans. And the 
"bounty," for either sort of situation, arises not from 
the mere fact of a balance of remittances one way or the 
other, but from a transition stage in the working of the 
mechanism. It is effective only so long as general prices 
and the specie premium (foreign exchange) are out of 
gear with each other. 

A word more on another aspect of the " bounty " 
from dislocated exchanges. The mere issue of paper 
money has been often spoken of as causing a bounty on 
exports from the paper-using country. It has no such 
effect unless it influences the prices of export commodi- 
ties more than the prices of other things — domestic 
prices and money wages. This may indeed happen. 
An increase in the supply of money — whether specie 
or paper — does not necessarily or even probably affect 
all commodities and all money incomes alike and simul- 
taneously. It has confused and irregular effects, 
depending on the individuals into whose hands the 
added money first comes, and the directions in which 
they spend it. It may conceivably affect exported com- 
modities more or less than others; and on this more or 
less depend the immediate consequences in international 
sales and remittances. 
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The case we are here examining is of course a different 
one — not an increased issue of paper money, but a 
change in international payments under a supposedly 
stationary volume of paper. The proximate conse- 
quences then are to be predicted more readily. There 
will be, to repeat, a transition period during which a 
" bounty " arises on exports from the country having 
the remittance to make — the lending or creditor coun- 
try; and there will be a similar bounty on imports into 
the borrowing country, that is, the country to which a 
remittance has to be made. The bounty will not be 
permanent; it will cease when the transition period is 
over. 

II 

We may proceed now to a consideration of the dif- 
ference between the immediate or transitional effects and 
the ultimate effects. The ultimate effects are in some re- 
spects similar under dislocated exchanges to what they are 
under the simpler conditions of gold standard exchanges, 
in some respects different. It will be well first to recall 
the theoretic analysis of these simpler conditions and 
follow the course of events which would ensue if both 
countries were on the same (gold) monetary basis. 

If both Great Britain and the United States were on a 
gold basis, American borrowings in London must result 
in a flow of specie from Great Britain to the United 
States. " Must result," — this puts the case too 
strongly. The flow will not necessarily take place; 
possibly there will be none at all. And such flow as does 
take place is not likely to be equal in volume, either in 
the very first stage or later, to the amount of the loan. 
And yet it can be said almost with certainty that some 
specie movement there will be. 1 

1 The reasoning here assumeB that neither country produces gold If one of them 
had considerable gold mines, the effect would more probably be not an actual inflow of 
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The possible but improbable case in which there will 
be no movement at all is where the American borrowers 
use the money or credits put at their disposal in buying 
once for all British goods in Great Britain. It is con- 
ceivable, for example, that they are railway promoters 
who use the entire proceeds of the loan in Great Britain 
for buying rails, locomotives, bridge material, and the 
like. Then there will be no remittances at all from 
Great Britain and the United States. English commod- 
ities will go to the United States as the direct result of 
the transaction ; foreign exchange will not be affected 
at all. 

This sort of consequence — an immediate export of 
goods from the lending country — may ensue as the 
result either of those ordinary economic forces in which 
deliberate diversion of international trade plays no 
part, or of some conscious and deliberate policy. In 
modern times, and during the last decade or two on a 
considerable scale, there has been much deliberate 
endeavor in the lending countries to link loans directly 
with commodity exports. This has been particularly 
the case in France and Germany. It has been the 
undisguised policy of the governments in both countries, 
and of the great financial institutions and promoters 
who have been in close touch with the governments, to 
arrange the terms of foreign loans in such way that the 
borrowers shall spend at least a part of the proceeds in 
France or in Germany. The bankers are often repre- 
sentatives also of manufacturing enterprises for whose 
output they wish to secure a market. The governments 
are fairly obsessed with a determination to promote 
exports in every possible way — one form of that 

the metal, but the cessation of exports of it that would otherwise have taken place The 
conversant reader need not be told that in any endeavor to interpret the actual course 
of the international trade of the United States, account must be taken of the conditions 
which may lead to the retention in our own circulation of the domestic output of gold. 
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almost universal spirit of neo-mercantilism which 
amazes the philosophic observer. Obviously, where the 
loans are made not strictly for industrial purposes, but 
for military or naval equipment, the combination of 
political and economic motives acts even more strongly 
to link foreign loans with commodity exports. In the 
case of Great Britain this sort of deliberate manipula- 
tion has not played so conspicuous a part. Great 
Britain has been a cheap place in which to buy indus- 
trial equipment, and as a rule borrowers, when they 
have used their funds for buying British commodities, 
have done so without pressure, simply because they 
found it pecuniarily advantageous to do so. 

In all such cases, the effect of international borrowing 
becomes direct. The merchandise movement and the 
balance of trade are affected at once. Merchandise 
exports from Great Britain exceed merchandise imports 
without any intermediate stage of disturbance of the 
foreign exchanges, and without any flow of specie 
and readjustment of prices. The balance of trade 
becomes at once " favorable " to the lending country, 
and " unfavorable " for the borrowing country. 

But it is extremely rare that the purchase of goods in 
the lending countries by the selfsame foreigners who 
contracted the loan takes place to such an extent as to 
obviate completely the flow of specie. (We are still 
sidering, be it remembered, what happens if both coun- 
tries are on a gold basis.) Not the entire proceeds of 
loans are likely to be spent in this way; only some frac- 
tion. Even if railway promoters from the United 
States, or Canada, or Argentina, who borrow in Eng- 
land, also buy in England railway material, they are 
likely to use in this way only a part of the funds. Some- 
thing they must spend at home, for labor, for miscel- 
laneous supplies, divers expenses. It is conceivable, of 
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course, nay probable, that they will raise some portion 
of their capital at home, and only the residue abroad; 
such at least is likely to be the case in a country like the 
United States. And it is then conceivable that they 
will use for domestic expenditures the funds raised at 
home, and will use the proceeds of foreign loans entirely 
for purchase abroad. But it is most improbable that an 
exact balance of this sort will be struck, even when there 
is a division between foreign and domestic financing. In 
the immense majority of cases a part of the foreign 
funds, and usually a considerable part, will be wanted 
for expenditure in the borrowing country itself. Then, 
to repeat, under a gold regime, the outcome must be a 
flow of specie from the lending to the borrowing coun- 
try. Remittances will have to be made in our supposed 
case from London to New York; and the foreign 
exchanges will be affected in the manner described. 

Continuing now the analysis of the chain of opera- 
tions under a specie regime, it is obvious that the in- 
crease in remittances from London to New York will 
cause a demand for New York exchange in London. 
New York exchange will rise in London, sterling ex- 
change will fall in New York. But in this situation — 
both countries on a gold basis — the fluctuations in 
foreign exchange will necessarily be confined within the 
gold points. Specie will flow from London to New 
York. Then will follow that train of consequences 
familiar to the reader of Ricardo and Mill. Prices will 
fall in Great Britain and will rise in the United States. 
With the fall in English prices the export of commodities 
from England will be stimulated, and more of them will 
go to the United States. With the rise in American 
prices exports from the United States will be dis- 
couraged, and imports correspondingly stimulated. 
These diverging movements — a general fall of prices 
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and money incomes in Great Britain, and a general rise 
of prices and money in the United States — will con- 
tinue until an excess of commodity exports from Great 
Britain develops to such an extent as to meet the obliga- 
tions which the English borrowers have assumed for 
making remittances to the United States. Then the 
money value of the excess of exports from Great Britain 
will be precisely equal to the remittances to be made 
from London to New York. The English balance of 
trade will be " favorable "; the American balance of 
trade " unfavorable." The balance of international 
payments will be completely adjusted; exchange in 
London and New York will again be at par. 

Still another consequence, familiar in the orthodox 
analysis, should be recalled. The outcome of the whole 
series of changes is advantageous to the people of the 
United States, in that they get all imported commodities 
on better terms than before. Their money incomes have 
risen; the prices of imported commodities have fallen; 
as buyers of imported commodities they gain. And the 
converse, of course, happens in Great Britain. Money 
incomes and general prices have fallen, whereas the 
prices of commodities brought in from the United States 
have risen. As purchasers of American commodities, 
the British are less well off than before. All this is in 
accord with the theorem that the apportionment of the 
potential gain from international trade between the 
trading countries depends on the so-called conditions of 
reciprocal demand. The people of Great Britain are 
called upon, or rather have undertaken, to make greater 
remittances to the United States than before, and in 
order to induce the people of the United States to pur- 
chase a greater quantity of commodities, must offer 
them on cheaper terms. Precisely the same set of con- 
sequences would ensue if we were to assume, not inter- 



396 QUARTERLY JOURNAL OF ECONOMICS 

national borrowing, but a mere change in the conditions 
of demand. If the people of Great Britain were to 
demand more of American wheat or American cotton 
than before — if their demand curve for these commod- 
ities were to shift to the right — precisely the same 
changes would ensue. And the outcome would be of the 
same kind, if Great Britain were called upon to make a 
remittance to the United States for any cause whatever 
— tourists' expenses, the payment of a war indemnity, 
a new American article of export. 

Nothing of this sort, however, can take place — at 
least, it cannot take place through the operation of the 
same mechanism — if the countries have different cur- 
rencies. Specie could not flow, for example, from Great 
Britain to the United States between 1862 and 1879. If 
it did move, it would be simply as a commodity. Gold 
sent from Great Britain to the United States could not 
enter circulation, but would be bought for use in the 
arts, or for sporadic payments stipulated to be made in 
specie. Its influx could not affect general prices. And 
yet we must expect that the same general cause would 
have the same general effect under a paper regime. Any 
circumstance bringing about additional remittances 
from Great Britain to the United States, must pre- 
sumably have effects of the same kind on the terms of 
commodity exchange. How can the same general 
tendencies and general consequences appear, without 
the mechanism through which alone they are under 
normal circumstances brought about ? 

We have seen that the first effect of the borrowing 
operation — the effect during the stage of transition — 
is that exporting industries in the United States are 
comparatively unprosperous, having a range of prices 
for their products lower than the general price level. In 
other words, exporting industries decline; or perhaps 
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(quite as probable) they simply remain at a standstill, 
not responding to the growth of population and trade 
in the same degree as other industries. Less commod- 
ities are exported. More domestic commodities are 
made, or a larger share of an exportable commodity is 
used and bought at home. More commodities are 
poured into the trading mechanism of the country. 
And more of imported commodities also come in; since, 
as we have seen, the proximate effect has been to 
encourage importation. All told, the total volume of 
commodities which are bought and sold in the United 
States increases. The change takes place by a diminu- 
tion in the exported commodities, and an increase in the 
physical quantities of imported commodities as well as 
of commodities previously exported and now consumed 
at home. 

Note now the peculiarities of this situation. There 
are more commodities than before; there is no more 
money. (We still assume that the depreciated paper 
remains unchanged in quantity; in other words, 
abstract from the disturbing influence of further infla- 
tion or of contraction.) Then necessarily domestic 
prices are lower. This seems directly contrary to the 
theoretical analysis of the same case under a specie 
regime; for under a specie regime the assumed condi- 
tions will cause domestic prices to rise in the United 
States. Observe, however, more closely. Prices indeed 
are f ailing in the United States ; but money incomes are 
not falling. The collective money income of the people 
of the United States is no less than it was before, being 
simply the resultant of a stationary supply of money. 
The people of the United States gain, not indeed 
through having higher money incomes, but through the 
circumstance that their money incomes remain the 
same and that commodities are cheaper than before. 
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And they gain not only as purchasers of imported com- 
modities (this being the only gain which they would 
have secured under a specie regime) ; they gain also as 
purchasers of domestic commodities. In one essential 
respect their situation is the same as it would be under 
a specie regime. They are sending to foreign countries 
fewer commodities; their exports are less in quantity. 
And they are receiving from foreign countries more of 
imports; their imports are greater in quantity. In 
terms of commodities, international trade has come to 
be more to their advantage under a paper regime, 
precisely as it would have been under a specie regime. 
The barter — the fundamental exchange — is more 
advantageous to them. But the mechanism by which 
they secure the advantage is peculiar. The process 
works out under a paper regime, not by their having 
larger money incomes and lower prices of some com- 
modities (those imported), but by their having the 
same money incomes, and lower prices not only of 
imported commodities but of domestic commodities 
as well. 

Turn now to Great Britain. It would be superfluous 
to set forth the trend of events in that country with the 
same detail. Precisely the converse takes place. The 
exporting industries in Great Britain are prosperous, 
and capital and labor drift toward them. More com- 
modities are made for export, and more are sent out. 
The importers, on the other hand, are not prosperous; 
less commodities are coming into the country. Money 
incomes remain the same. There is no flow of specie 
into Great Britain or out of Great Britain. But with 
the same quantity of money, and with less commodities 
in circulation, prices rise in Great Britain. Money 
incomes, however, remain the same. The people of 
Great Britain lose as consumers of the imported goods, 
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now more expensive; and, they lose also as purchasers 
of their own goods, which become somewhat higher in 
price, but for whose purchase they have only the same 
money incomes. 1 

It would seem, therefore, that the same fundamental 
consequences ensue under paper money as under specie, 
but with some striking differences. The particular factor 
which was isolated — loans occasioning larger remit- 
tances to the United States — causes the people of that 
country to gain as consumers; they gain in their com- 
modity incomes. The people of Great Britain lose as 
consumers. This much is to be expected, or at least is 
in accord with the theoretical analysis of the same condi- 
tions of trade under identical currency bases. But the 
course of prices in the trading countries is precisely the 
opposite from that which we should expect under specie 
conditions. The borrowing country, the United States, 
which under a specie regime would experience rising 
money prices and rising incomes, has instead a lower 
range of prices, tho with stationary money incomes. 
Great Britain, on the other hand, should under normal 
conditions have lower prices and lower money incomes; 
yet the foregoing analysis leads one to predict higher 
prices with stationary incomes. 

' Obviously, as regards the gold country, this series of consequences would extend 
before long beyond its own boundaries All gold countries would be affected, some 
international redistribution of gold would take place, and the rise in prices equalized 
(or rather apportioned) between them all In the country of paper money, however, the 
effect, being necessarily confined within that country's limits, would not thus be spread 
out. One might expect therefore that, tho doubtless too slight to be detected in the 
gold countries, it might be at least observed, conceivably even measmed, in the paper 
country. But, as will presently be explained, even here direct verification of the reason- 
ing is not likely to be secured , not only because of the crudity of our statistical material 
on prices, but also because of the conf using effects of other causes sure to be in operation 
at the same time. 
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III 

All this may seem very much in the air. Indeed, it 
does belong in the higher and more attenuated regions of 
theoretic speculation. It is the sort of thing which many 
contemporary economists believe to be no better than 
an intellectual plaything - — refined reasoning of a most 
abstract character, quite impossible to connect with the 
realities of industry and commerce. And the most 
ardent devotee of economic theory must admit that 
such consequences as have been set forth in the preced- 
ing paragraphs, and especially those about the eventual 
course of prices and incomes, represent the operations of 
very long-time forces. Obviously they all rest upon the 
" quantity theory " of money, or at least upon the 
proposition that an increase or decrease in the quantity 
of money is followed by a rise or fall in prices. It is not 
indeed material for the argument whether one holds the 
quantity doctrine in uncompromising form, or holds a 
carefully qualified version of it, or rejects it altogether. 
There is agreement on all hands, I believe, that an 
increase in the money supply is accompanied, " other 
things equal," by a higher range of prices, and an in- 
crease in " transactions," similarly standing by itself, 
by lower prices. No more need be assumed for the pres- 
ent purpose; the nature of the causal connection need 
not be discussed. Whatever it be, every one admits 
that the movement toward higher prices is often slow 
to appear, difficult to observe. Allowance must be 
made for credit, banking operations, changes in the 
ways of effecting payments, coincident changes in the 
volume of goods, and the like. Much more time is 
required for a rise in prices due to greater supply of 
money, or less supply of goods, than the older econo- 
mists assumed. During the long period of slow spread 
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of the influence and all-around readjustment of prices 
and incomes, other forces are certain also to come into 
play. The prolonged and undisturbed operation of a 
single factor or train of factors, of the kind here under 
review, is most unlikely to appear in the actual world. 
The problem seems to be susceptible only of hypotheti- 
cal solution. It is a matter of " pure theory." 

And yet verification, difficult as it is, must be 
attempted for this analysis, as for every other. The 
economist, tho compelled to resort to deductive reason- 
ing, must strive always to confirm and correct his 
reasoning by ascertaining how far it is in accord with 
the concrete industrial phenomena. Complete verifica- 
tion, however, is rarely possible. It cannot happen that 
the industrial and monetary situation of any country 
shall remain undisturbed, except for the one train of 
influences assumed, during a period long enough for the 
working out of the deduced consequences. Moreover, 
it is almost certain that the particular factor here 
analyzed — a change in the balance of payments — 
will be of less quantitative importance than others 
simultaneously in operation. In any event it will be so 
covered up and concealed by the others as to make 
impossible the delimitation of its separate effect. 
Similarly, the working of an inconvertible paper cur- 
rency is susceptible of isolation and of specific observa- 
tion only in the rarest of cases. No experiment in the 
use of inconvertible money is ever allowed to work 
itself out undisturbed; a fiat money situation is almost 
of necessity unsettled. Exact and conclusive verifica- 
tion of theoretic reasoning about.it is impossible. 

Most of all is verification unattainable with regard 
to the reasoning about the ultimate outcome — the 
peculiar changes to which attention has been directed 
in the relative price levels and income levels of the 
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trading countries, and in the terms of commodity 
exchange between them. Rarified analysis of this kind 
seems peculiarly open to the charge of being only an 
intellectual plaything. There is justification for the 
repugnance shown to it by the economists of the histori- 
cal and descriptive school. Like mathematical treat- 
ment of economic doctrines, it appeals to the analytical 
and ratiocinative mind, but repels the person whose 
concern is with the world of history and of affairs. Its 
validity can rarely be tested by direct appeal to the 
facts. 

The possibilities are different, however, as regards 
the phenomena of what has been described as the tran- 
sition period — the movements of foreign exchange and 
of the specie premium, and the course of imports and 
exports, during the period immediately succeeding a 
particular change in the balance of payments. Here it 
would seem feasible to ascertain what in fact happens, 
and to observe whether the course of events accords 
with theoretical deduction. True, more than one in- 
fluence may be at work at any particular time. At the 
very moment when borrowing operations take place, 
there may be also changes in monetary legislation and 
general monetary conditions in the country having 
paper money; or there may be changes in the other 
items of international payments, such as those for 
tourists' remittances or, indeed, for current merchan- 
dise exports and imports. On the other hand it may 
happen that international borrowing takes place upon 
so large a scale and for so considerable a period as to be 
the controlling factor. Such, for instance, has been the 
case more than once in the relations between Argentina 
and Great Britain. Such seems also to have been the 
case in the relations between the United States and 
Great Britain during the years preceding the crisis of 
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1873. Both in Argentina and in the United States, it 
will be recalled, the operations took place under paper 
money conditions. Moreover, they were confined in the 
main to borrowing in a single country, Great Britain. 
It would seem not a hopeless task to trace the actual 
course of events in borrowing and lending countries 
during at least the first stage, and to ascertain how far 
it is in accord with theoretical expectation. 

This sort of partial verification, moreover, has an 
importance beyond its immediate range. If it appears 
that the phenomena, so far as we are able to trace them 
in detail, conform to theoretical expectation, we may 
feel some confidence that the same conformity exists 
even where they are so overlaid and confused that it is 
impossible to follow them one by one. Precisely such 
partial verification is important in many fields of 
economic inquiry. We must often be satisfied if we can 
perceive fragments or occasional connected items that 
have significance. Our situation is like that of the 
geologist or palaeontologist who discerns scattered bits 
of evidence, pieces them with unseen but presumptive 
connecting links, and so finds sufficient confirmation of 
a prolonged and refined train of reasoning. Or, to use 
a simile applicable to the methods both of economics and 
geology, the inquirer is in the position of one tracing a 
thread through a complicated web. It appears and 
disappears, yet shows itself repeatedly as anticipated, 
conforming to a suspected plan and pattern; and we 
are convinced that it runs through the web, even tho 
invisible for long stretches. Partial verification, 
significant and not disconnected, serves to strengthen 
our confidence in the validity of reasoning quite 
insusceptible of verification in every detail. 
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